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INTRODUCTION

The Two Roles of Bankruptcy Law

BankrupTey Law has been in existence, although imtermittently, for
almost as long as credit. Its origins can be traced back to the days of
Roman law: indeed, its name is derived from statutes of Italian city-
states, where it was called baneca rupta after a medieval custom of Ilrt';lkilig
the bench of a banker or tradesman who absconded with property of
his creditors.! After a spotty start in this country, it has been a hxed
feature of our legal landscape since 1898.% But only with the 1980s has
it grown in popular and legal prominence. As it becomes more visible,
bankruptey law has become more controversial and its perceived use-
fulness more widespread. It is fashionable, for example, to state that
keeping firms in operation is a goal of bankruptey law. It is likewise
fashionable 1o see bankruptey law as embodying substantive goals of its
own that need 1o be “balanced™ with (among others) labor law, with
environmental law, or with the rights of secured creditors or other prop-
erty claimants.”

I Treiman, “Adcts of Bankraptey: A Medieval Concept in Modern Bankruprey Law,”
59 Hare, L. Rev. 189 (1938) Bankruptey was transplanted 1o England in 1542, when
Parliament enacted an “Act Against Such Persons As Do Make Bankruapt,” 34 & 35 Henny
VI ch. 4 (1542). See generally Treiman, “Escaping the Creditors in the Middle Ages,”

A% L0 Rew, 230 (1927).

2, Congress passed the st bankraptey actin 1800, 2 St 195 it was repealed in 1503,
It was next introduced in 1841, 5 Stat, 440, and was repealed cighteen months lacer.
Congress passed another bankruptey act in IHOT, T St 5170 1was repealed in 1874,
The Bankraptey Act ol T8I8 was the first “permanent” bankruptey statute i this conntry;
itsurvived (with substantial amendments, particulacly i T3S undl veplaced by the current
Bankruptey Code in 1978, See gener ally € Warren, Bankruptey Law i United States History
(1935).

4. For an example of a case that sees bankruptey law's nission as that of keeping fivms
in operation and sees a corollary need to mit the protections accorded secured creditors,
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The Two Roles of Bankruptey Law 3

veloped by defining their potential operation in the existing social, eco-
nomic, and legal world to identify precisely what bankruptey law should
encompass, how it can accomplish its goals, and the constraints on its
ability to do so." That normative view of bankruptcy law can then be
contrasted with the Bankruptey Code as enacted 1o see whether and to
what extent the existing regime follows the path the principles suggest
15 the proper one.

The point of this book is to suggest what the underpinnings of bank-
ruptey law should be and then to apply that learning to a variety of
issues while testing the current provisions of the Bankruptey Gode against
them. This approach is not unique. In helds as disparate and complex
as antitrust, oil and gas, intellectual property, and corporate finance,
analysis of discrete legal problems usually begins with a look at the
theoretical framework that the law is built upon.® But this approach i
almost unique to bankruptey law. Much bankruptey analysis 15 Hawed
precisely because it lacks rigor in identifying what is being addressed
and why it is a proper concern ol bankruptey law. For that reason, when
a new and urgent “problem” is discovered in the context of a bankruptcy
proceeding, courts, legislators, and commentators all too often approach
its resolution in an ad hoc manner, by viewing bankruptey law as some-
how conflicting with-—and perhaps overriding—some other urgent so-
cial or cconomic goal.

[ believe that this approach is fundamentally mistaken. Bankruptcy
law, at its core, is debt-collection law. This is what we all agree on. When
firms or people borrow, things sometimes do not work out as hoped.

4. Bankruptey law 1s federal Liw, not state law. See ULS. Constitution, Art. 1, Sec, 8, ¢l
4. Its placement there has to do with notions of limits on the terrto ial power ol state
courts in our Tederal system, Ina typieal « redit transaction, for example, a debtor residing
in Hlinois may borrow money from credit companies located i Novth Carolina and may
owinl i)]'llpl‘l'[\;.."‘j.lll.llt‘l[ in Calitornia, Hinois” power to alfect the right ol a North Carolina
credit company to levy on property located in California may be himited, See, c.g., Inter-
mational Shoe Co. v, Washington, 526 US. 310 (1945), 1 his notion applies both to creditor
remedics and to discharge, See Ogden ve Saunders, 25 LS, (12 Wheaty 212, 358-68
(1827) (discharge under one state’s law is no defense 1o an action brought by citizens ol
another state in another state’s courts), he same problems can be replicated internation-

ally, where, for example, the automatic stav will not alfect creditors without “contacts™ in
the United States from pursuing property outside its horders, Here, comity 15 necessary.
See 504,

5. See, e, R Bork, The Antitrist Paradox (1979); R Posner, Antitvust Law: An Lconomic
Perspective (1976); V. Brudney & M. Chirelstein, Cases and Materials on Corporate Finanee
(2 ed. 1979); Libecap & Wiggins, “Contractual Responses 1o the Common Pool: Prova-
toning Crude Oil Production,” 74 Awm. Econ. Rev. 87 (1984); 5. MeDaonald, Petrolewm
Conservetion in the United States (1970); Friedman, “The Economics of the Common Pool;
Property Rights in Exhaustible Resources,” 18 UCLA Lo Rev, 855 (1971).
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FI;hc Role of Bankruptcy Law and
Collective Action in Debt Collecuion

¢t 1o long-standing debate.

BANKRUPTCY ; - .
ANKRUPTCY 1AW and policy have been subje
aw should exist

I'his debate is not so much about whether bankruptey |
at all l_)lll about how much it should do. All agree that it serves as a
collective debt-collection device. Whether, when firms are involved, it
I plan to start by establishing
—that bank-
heneflicial.
nefit

:R]lll\ll(l do more is the crux of the dispute.
i this “"lmljlt‘f' what accepted wisdom already acknowledges-
ruptey s system of collectivized debt collection is, in ]n'im‘ipltr,
Most of this book will then be concerned with exploring how that be
how viewing bankruptcy as a col-
Is¢ bankruptey
[t exists

can be realized and, as importantly,
lectivized debt-collection device imposes limits on what e
can do well. Tt is in the latter area that the most conflict ATISES.
Inif-;m_"'c bankruptey analysts have failed 1o follow through on the first
principles of establishing a collectivized debt-collect ion system. 'To show
wIw.lulnk?'upl(')"s principal role limits what other functions it can usefully
|’*-'|'|(l_l'[]] is the objective of this book. Toward that end we shall li:'le
examine why bankruptey law should be doing what everyone takes as a
given,

I%:“l_k"“l’“'}’ law is a response to credit.
.“fmm s I)l'(]]]lt.' and firms—that can be called debtors— borrowing m
I'he reasons for this are varied. In the case of individuals credit may
ans of bor-

The essence ol credit econ-
oney.

5(-1‘\-'.(: as a (l‘cvitc to smooth out consumption patterns by me
1‘.<:wmg against future icome. In the case ol ('()l'p()l'i-tlritlllﬁ and other
II]'II‘IS‘ it may be a part of a specialization of financing and imvestment
decisions. And just as the reasons for borrowing are varied, so, too, are
!hv _nu:?lmt.lsA The prototype creditor may be a bank or other financial
Illh'l.lt'll!lt)ll that lends money, but that is m.\I\; one of many ways in which
credit is extended. An installment seller cxif‘mlﬁ credit., S:: {lu(:-.s' aworker
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as well as outside other formal, non-

remedies outside of bankruptey ( ‘
ately described as a speacs

I};mkl'“]""}" collective systems) can be accur .
Of "grab law,” I-('IH-CS('H'[('.'I] by the key characteristic of first-come, hrst-
served. The creditor first staking a claim to particular assets ol F]IC ('!(‘.')‘I()]'
generally is entitled to be paid first out of those assets.” 1t 1s ]?k(‘ buying
tickets for a popular rock event or opera: the people hrst in line get the
best seats; those at the end of the line may get nothing at all. .
When the issue is credit, the ways that one can stake a place in line
are varied. Some involve .l\'t1|1lllt.il]"y" actions of the debtor: the dvlm.n‘
“an simply pay a creditor off or gi;-'c the creditor a security interest in
certain assets that the creditor “perfects” in the pl'escrilwd manner (usu-
ally by giving the requisite public notice of its claim).” In other caﬁes i
creditor’s place in line is established notwithstanding the lack of the
debtor’s consent: the ereditor can, following involvement of a court, gel
an “execution lien” or “garnishment” on the assets ol the debtor.” Or,
sometimes, o place in line may simply be given to a p;n'li(tular claimant
by governmental fiat, in the form of a “statutory lien” or similar device."
Although the methods for establishing a place in line are varied, the
fundamental ordering principle is the same. Creditors are paid according
1o their place in line for particular assets. With a lew exceptions, more-
over, one’s place in line is fixed by the time when one acquires an interest
i the assets and takes the appropriate steps to pullli{‘izv it.” A solvent
debtor is like a show for which suflicient tickets are available to accom-

3. See generally Baird, “Notice Filing and the Problem of Ostensible Ownership,” 12 .
Legal Studies 53 (1085).

4. In real estate this generally requires the recording of a deed of trust or mortgage
with the applicable county recorder. With personal property, H||\'I'|-|]('E{ by Article Yol the
_l'llif'lsl'm Commerdial Code, it generally requires either the filing of a financ IpSIAERent
i the applicable otfice or offices or possession ol the property by the secured party. See
Uniform Commercial Code $§9-302 through 9-305; 9-101 (1978).

b Execution lien generally refers to the lien that arvises at or around the time the sheritt,
tollowing o judgment and the issuance of a writ of exccution, seizes property. With respect
o real property, the applicable lien is sometimes called a pudgment fien, and it arises upon
docketing ol the judgment in the applicable files, With respect to many kinds of intangible
personal property, such as an employer’s obligation 1o pay wages o a debtor or i bank's
abligition 1o pay money the debtor has on :tépusil with the bank, the applicable Tien s
called o garnisfment Len, and it avises upon the serving ol a writ of garnishment on the
employer or bank, as the case may be, A brief survey of the details of creditor collection
may be found in DL Baird & T Jackson, Cases, Problems, and Materials on Banlouptey ch. |
{1985,

6. The most common label is stanutory len, although other terms (such as statutory (rist)
are commonly used. See Selby v, Ford Motor Go., 590 F.2d 642 (6th Cir. 1979). This point
15 discussed more fully in Chapter 4

7. Sce, tor example, the rules for New York, contained in N.Y. CPLR §§5202, 5203,
H232, K234(h), 5236
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11 See ||'<Ilf|;|1 .“'I he Tra :b- ‘{{I-“ II e ety B‘:‘n'g“m|1,".{|| Vale L.J. 857 (1982).
Wiggins, ',m||1-,-.<hm-‘,| R-N ,: ;.,II:.T,- ol the {I.mmm;m. 162 Science I.:.’-IS .{]!!(iH'}: Libecap &
tion:” 74 Awm. f"'r"n;: o, "JT"{‘[‘:-'; -||“‘ Ih"."(lt}l"““.,f.l- I.,““[:. 1'11;1';1[?0:11115 Crude Ol Produc-
Property Rights in l".\(l‘Jln.u-slihit' l-é .J‘ ll_“cd-,nmfl‘ ! _,] he Eeonomics of the Gommon Pool:

19 This lli."\'{_[[.\itg";“- -1‘. ok l.\".Lll.tt'.\. 18 UCLA ".“ Rew, 85 (14971).
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* (!illl""l)" analogous to the case of the fish in the lake. Fven in cases in
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{
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Chapter 2.

19, Non Vi—t“ creditors, moreover, can achieve the requisite degree of diversification in a
tl}.‘i1-(‘|{('{'lll\-'(' wiay. The amount of diversification |'L‘ql]i1'{'(| to muintmize the uncertinty cost
may be quite large. Sce Langbein & Posner, “Market Funds and Trust Investment I:..'i\\' -
1976 Aw. B, Found. Researeh [ 1. -
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|If1ll§' and the fact that this passage of time affects various claimants in
different ways. We can also set aside the complications that result from
I:I tlublm".ﬁ' need to encourage people to deal with it while in bankruptcy
andl Ilu'. F;u‘t that some ol these people may wear both p!'(‘pt‘lili(m and
postpetition hats. This assumption will be relaxed in Chapter 7.

:"\Itl{mfgh imposing these two assumptions s, of course, somewhat
unrealistic, doing so clarifies several key features of bankruptey law. We
can h]':ll.('.r extend our examination by making the inquiry somewhat more
II'L'E]|I.‘»'|I('. For now, however, it is sufficient to ask whether there is in fact
a4 common pool problem that cannot be solved by creditors contracting
among themselves. If the number of creditors is sufficiently small and
.'s'Ilf.fI(.'I(‘I’llll\/’ determinate, it may be possible for them to negotiate a 5o~
lution at the time of insolvency that would avoid many, il not most, of
lh(.- (_‘.t)sl.ﬂ‘ of an individual remedies system,* even if they were not bar-
gaining in the shadow of the law. But in cases in which there are large
nu:'n_hcrs of creditors or the creditors are not immediately known at a
]');n.‘tu‘.uiur time (perhaps because they hold contingent or nonmanifested
Clé]ll]l.‘i).. the ability of the creditors to solve the problem of an individual
rt‘cnwtht-s system by an actual agreement may be lost. Bankruptey pro-
.\-‘ul(-s the desired result by making available a collective system after
insolvency has occurred.?” It is the implications of that view of bank-
ruptey law that we can now begin to explore.
li;lfg;li-:‘l(i':l'gl:::il):l;)l:i"?i;'r]S}}il;.:v-:.',[":'lx};ft.'ilm:m;-IE 'II"c:xln .UI the (;Ukt:ﬁ.t' 'l_‘hcm'em with Large

27, Bankruptey 'I.sbnnll lhli.' l‘ﬂi\lf:.- h.{h\tf'.rﬂli 1|1 ,i ( I.‘i\b.m); [.-l.llk'('?l[.l &' \'\rlgglfls.‘. s1}!)l'%! .I.Iflit‘. ]'-. .

. v possible legal response, One might imagine a less intrusive
;:“\.1;:]:’1‘1 -'l!”.‘x'.y;.'x'(t.:.;llllliw.lllc'rll'[:_\' i f'h"hlfﬂ' could decide whether to agree 1o allow s assets o
by @ IJUI.\n‘I|".|!<'I;.Il1]:‘tli:rlt;‘l;:fl:;it:lIUI;ﬁlﬂf.lll.l {F*U.f'l‘l."ll_*\' I”mk_l UI?“.Y _]m‘;} I“.. chiige, niade public

: . 1 such an election were virtually universal, a legal system

5 a8 . g . . - . ¥ > 3 3 H
uch as our current bankruptey law might be easier 1o adminster.
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is why the clause was written in the first place as a specific performance
clause instead of a damages clause. But as we have already seen, the fact
that a clause is cast as a specific performance clause is not itself sufficient
to justify respecting it in full, because the issue is not one of the rights
of the debtor versus the reversionary owner, but, now, the rights of third
parties of the debtor versus the reversionary owner. And there the con-
version of a specific performance right into a secured damages claim
may be entirely proper.

To this point the discussion has been aimed at the anti—ipso facto
clause directive of section 541(c)(1)(B). What of section 54 1(c)(1)(A),
which provides that assets become property of the estate notwithstanding
restrictions on transfer? As we have seen in discussing unusual rights
such as letter of credit draws or waivers of a corporate attorney-client
privilege, this provision has a logical reading—one that is fully consistent
with the debt-collection role of bankruptcy: that assets become property
of the estate but are fully subject to their nonbankruptey attributes.

Consider a provision banning assignment of an asset. As we have seen,
that is the essense of an asset such as a letter of credit, where the right
to draw is not assignable as a matter of law. Notwithstanding that, how-
ever, the letter of credit becomes property of the estate, and the trustee
succeeds to the right to draw il new management of the debtor could
have succeeded to the draw outside of bankruptcy. To say this, however,
is not to say much—only that a draw by the trustee has no more the
attributes of an assignment than does a draw by new management outside
of bankruptcy. The letter of credit remains subject to its terms. Thus,
in Swift Awe the right to draw may have had no value to Swift Aire,
which was liquidating, because of a requirement that it could be drawn
on only for the continuing operations of the airline.

Moreover, section 541(c)(1)(A) speaks not at all 1o the question of
whether it is possible to assign the asset to another party. That is a
nonbankruptcy attribute that may restrict its value, because it may permit
the asset to be used as long as the debtor remains in operation but will
not permit the asset to be sold to another if it has no further use for ii.
This result, which applies to things from FAA landing rights to tax-loss
carryforwards, simply follows again from the basic notion of bankruptcy
as one implementing, in a collective forum, a series of rights (or their
values) in existence outside of bankruptey. Thus, when nonbankruptcy
law draws a distinction between the use of an asset by the debtor, albeit
with new owners or managers, and the use of an asset by a different
entity, bankruptey law can and should respect that distinction. Section
54 1(c)(1)(A) implements that distinction and, properly characterized, has

no further role.
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Executory Contracts in Bankruptcy:
'he Combination of Assets and Liabilities

Having examinen liabilities and then assets, we are now ready to turn
Lo the subject of executory contracts in bankruptey. An exccutory con-
tract, although not defined by the Bankruptcy Code, is generally con-
sidered for purposes of bankruptcy to be a contract on which performance
remains due, to some material extent, on the part ol foth contracting
parties, so that failure of either side to fulfill its remaining performance
obligations would constitute a breach, justifying the failure of the other
party to complete its unperformed obligations under the contract. The
classic definition of executory contracts for purposes ol bankruptcey was
that given by Vern Countryman: “a contract under which the obligation
of both the bankrupt and the other party to the contract are so far
unperformed that the failure of either 1o complete performance would
constitute a material breach excusing the performance of the other.™
This seems 1o be the definition generally, although by no means exclu-
sively, used in bankruptey law.* However defined, executory contracts
are the subject of a special section in the Bankruptey Code, section 365,
and a series of special rules.

['lxr:c.l.llnry contracts, however, have tew unique elements for purposes
of h;ulkruplry analysis. Indeed, much ol the ditficulty caused by ex-
ccutory contracts arises out of the failure to perceive the relationship
between assets and the liabilities in bankruptey and how they interact in

I Countr yman, “Executory Contracts i Banka uptey (pt. 1), 57 Minn. L. Rew. 439, 460
(1973%),

2. See H. Rep. No. 595, 95th Cong., 1st Sess. 347 (1977); Jensen v. Continental Finance
Corp.. 591 F.2d 477, 481 (8th Cir. 1979), For other definitions, see concluding pages of
this chapter. Section %65 deals also with “unexpired leases.” 1 shall include them in the

TErm execulory contract.
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the case of executory contracts. Fundamentally, executory contracts, as
Countryman has defined them and as the Bankruptey Code seems 1o
intend, are nothing more than mixed assets and liabilities arising out ol
the same transaction.” This can be seen by considering a simple example.
Say Debtor, on December 1, entered into a contract with Supplicr for
Supplier to ship 1,000 pairs of pants on February |, with payment by
Debtor of $10,000 on April 1. From December 1 until February | the
contract is executory because either side could breach ns yet unper-
formed obligation, giving rise 1o a power of termination by the other
side. Supplier could fail 1o deliver the pants, for example, in which case
Debtor would be relieved ol its obligation to pay $10.000. Conversely,
Debtor could announce that it would not pay for the pants when deliv-
ered, and this “anticipatory repudiation” would relieve Supplier of its
obligation to deliver the pants. Thus, up until February I this contract
is both an asset of Debtor’s (the right to receive 1,000 pairs of pants)
and a liability (the obligation to pay $10,000).

This mixture of an unperformed asset and a liability in the same
contract is the special attribute of an executory contract. But after I'eh-
ruary 1, if Supplier meets its obligation to deliver conforming pants, the
contract is no longer executory. This is so, because once the nonbankrupt
party has fully performed, the issue is only one ol a liability of the
debtor—a claim. In our example, following delivery of 1,000 pairs ol
conforming pants on February 1, Debtor becomes owner ol the pants,
and Supplier (unless it took a security interest or can rely on the limited
protections of section 2-702 of the Uniform Commercial Code™) becomes
an unsecured creditor of Debtor. Supplier’s claim is, at that time, ana-
Iytically no different from claims arising out of simple loan transactions
where Debtor has not repaid borrowed money. Since it is nothing more
than a claim, there is no pninl in talking about “assumption™ or “rejec-
tion” ol the contract in terms different trom those we analyzed in Chap-
ter 2.

3. Countryiman recognized at lease hall dhas iruthe See Bordewieck & Countryman, “'The
Rejection of Collective Bargaining Agreements by Chapter 11 Debrors,” 57 Am, Banky, 1.
Rer. 295, 305 (1985 (“Were 10 not for 565, all contracts and leases inowhich the debioon
had a legal or equitable prepetition interest would become property of the estate unde
§54 1 () 1). Perhaps §365 should e viewed as a limitation on §54 16001 giving the debior
an option 1o decide whether executory contraets and unexpived leases should become
I}I"J]J("I'1}' II! ||'|(" ('511!1(_‘0}.

4, Uniform Commercial Code §82-702(2) (1978), provides: "Where the seller discovers
that the buyer has recetved goods on eredit while insolvent e may reclaim the goods upon
demand made within ten days after the receipt, bhue if mispresentation ol solvency hus
Leen made to the particular seller in writing within three months belore delivery the en
day limitation does not apply.” With some changes (which, nnder the analysis of this book,
are questionable) the Bankruptey Code vespects this right, 8544,
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I, however, the debtor has performed fully, then the contract is not
EXeanory for precisely the opposite reason. Since the debtor only has
O awalt a return performance by the other party, the contract is an asset
ol the estate. In o example, if Debtor prepaid for the pants on I'eb-
Puary 1, with delivery scheduled for April 1, then once payment was
Made, Debror has a vight to receive the pants that is no longer contingent
On perlormance by Debror. That right is property ol the estate. 1t 111'(.1kl"5:
o more sense o talk about the Debtor’s choice between “assumption
and “rejection” of this contract right than it does about such a choice
with respect to other assets. Accordingly, the framework for analyzing
this issue would be that of assets as discussed in Chapter 1.

Contracts, however, that remain to be performed to a substantial ex-
tent by both parties—such as our hypothetical contract prior 1o February
I —bear attributes both of assets and of labilities. The debtor’s unper-
formed obligations are labilities from the perspective of the debtor’s
other claimants, while the nonbankrupt party’s unperformed obligations
are an asset from their perspective. 'The question of how to treat these
mixed contracts in bankruptey would have been aided il bankruptey law
had traced out the consequences of recognizing any such contract as hoth
an asset and a liability. Such an analysis would take the form ol that
used 1o resolve cases such as Chicago Board of Trade® where an asset was
coupled 1o a particular liability. In such cases one determines relative
vilues and the residual value of the asset concurrvently, This is accom-
plished by netting out the difference between the asset and the liability.
and the holder of the liability is given a superior claim to the extent ol
the value of the asset. 'There is conceptually no reason to treat executory
contracts any differemly.

In Chicago Board of Trade, for example, the debron held an asset (men-
bership in the Board of "I'rade) that could be sold tor, say, $10,000. But
because of the rules of the Board of Trade, it could not be sold without
hrst paying off membership debts. If there were $6.000 of such debts,
the net value of the asset would have been $14,000 10 the debtor’s other
claiimants. I, however, there were $15,000 of such debts, the member-
ship liabilities would exceed the value of the asset, and there would be
no residual value to the other claimants, There is no reason 1o reach a
different resuli simply because one characterizes the membership as an
executory contract.

This principle, of course, may be extended. For example, a lease that
has one year to run at a rental of $10,.000 may or may not be valuable
10 the other claimants, depending on the value of the leased space 1o

o204 LIS 1 1924, See supra Ghapter o
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the debtor. 1f, however, the lessor has the right to terminate the lease
under nonbankruptcy law, then Chicago Board of Trade would suggest
that the value of the lease to the debtor’s other claimants would be net
of the liability to the landlord—which, in this case, may be a residual of
ZET0,

Rejection and the Nonbankruptcy Attributes of Breach

Understanding this simple relation between assets and liabilities would
remove much of the current obscurity in bankruptcy law surrounding
executory contracts. Much case law and existing analysis relating to whether
a contract is executory create unnecessary work when the quest 1011 18
one of rejection.t Apart from contracts that effectively give the holder
a right of specific performance, rejection is simply tantamount to a breach
of the contract permitted under nonbankruptey law. Under applicable
nonbankruptcy law a breach generally gives rise 1o a monetary claim for
damages. Thus, if Debtor had a contract with Creditor 1o buy 1,000
bushels of wheat for $4 a bushel and the price of wheat falls 1o $3 a
bushel, Debtor, whether or not it is in bankruptcy, can “reject” the con-
tract and purchase wheat elsewhere for %3 a bushel. If Debtor is solvent,
this path does not sound particularly promising, for Debtor’s gain from
this breach ($1,000) would seem to be matched by Creditor’s $1,000
damage claim.” But if Debtor is insolvent, a breach in bankruptcy is
sensible from the perspective of the creditors as a group, at least as long
as Creditor does not have an effective security interest in $1,000 or more
of Debtor’s assets. By not performing the contract, Debtor saves $1.000.,
Creditor, to be sure, holds a $1,000 claim, but assuming that claim is
unsecured, it will not be paid in full. Thus, some portion of the $1,000
saved by rejection is available for Debtor’s other unsecured creditors.
This appears at first glance to be simply a wealth transter from Cred-
itor to Debtor's other general creditors, with no effect on the group as
a whole. Permitting the rejection nonetheless is proper in bankruptey,
because of the notion of relative values. Creditor is just like the other
unsecured creditors: a party with a nominal claim that, because Debtor
is insolvent, will not have its expectancies met in full. "Uhere is no reason

6. See, e, In re Chicago, R.1 & P. RR Co., 604 F.2d 1002 (7th Cir. 1979); fnore Oxford
Royal Mushroom Products, Inc., 45 Bankr. 792 (Bankr. E.D. Pa. 1985); of. Nimmer,
“Executory Contracts in Bankruptey: Protecting the Fundamental Terms of the Bargain,”
U Codo. L. Rey, 507, 515 (1983).

7. See, e, AL Farnsworth, Contracts 838—48 (1982).
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Creditor should have its claim paid in full (by required adherence to the
contract) when all other unsecured creditors are getting only a few cents
on Il.lt_‘ dollar, Rejection, then, provides a way of ?qu.ahzr'n_g' things among
creditors when the liability represented by the contract exceeds the value
nf'll}lt' asset represented f)y T S

Phe same situation would result in the absence of a special executory
contract section with an explicit power to reject. As we saw in Chapter
2, when a debtor borrows money, its obligation to repay is (or can be)
breached when the debtor goes into bankruptcy. Nothing more is at
stake in the rejection of most contracts in ll;ll‘lkl'lrl]]l{_'}«', For that reason,
wlhen the issue is one of rejection of an ordinary contract, it makes no
d?ffercnu' whether the contract is executory (iln which case rejection
gIves 1ise 1o a claim for damages) or nonexecutory (in which case the
debtor’s obligations—such as loan payment—are breached either be-
cause the debtor is liquidating or because the debtor decides to place
the lender in the pool of creditors by anticipatorily declaring nonrepay-
ment in full, in which case it also gives rise 1o a claim for damages).

Here, as before, however, the ability to reject should depend on non-
bankruptey attributes. It was earlier noted that normal rules of con-
tractual specific performance

such as arise when Debtor contracts to
sell its Chagall 1o Buyer for $10,000—when analyzed as a question of
rights among creditors, do not require that the specific performance
right should be respected in kind. In those cases, because lien creditors
outside of bankruptey could trump the holder of the specific perfor-
mance right who left the property with the debtor, neither the specific
performance right nor its value should be respected in full in bankruptcy.
There is no reason a different conclusion would follow simply because
the contract is executory.®

Sometimes, however, analysis of the applicable nonbankruptey attri-
butes suggests that specilic performance would apply even when ana-
lyzing the issue as one of relative rankings among creditors. Consider
the following. Debtor owns Blackacre and has leased it to Lessee.” Under
applicable nonbankruptey law, even when Debtor breaches its obligations

H Feon cxample, Buyer may have prepaid $9.000 of the $10.000 contract price lor the
Chagall, instead of (as assumed supra Chapter 2) the entive 10,000,

9. This example is loosely based on fn re Minges, 602 F.2d 38 (2d Cir. 1979). In Minges
there was a secured lender with a security interest in Blackacre. The court saw rejection
as proper only if it would benefut the peneral creditors instead ol simply constituting a
wealth transter between the secured lender and the lessee. But since the secured lender
has agreed 1o be subordinate to the rights of the lessee, the proper normative justibication
would have been that, since the lessee took precedence over the secured lender outside
of bankruptey, their relative positions should not be reversed in bankrupiey.



11600 The Logic and Lumits of Bankruptey Law

Lessee (because it has a pOSSESSOTY property interest in

under the lease,
be dvpri\-’v{l ol its possession without its consent.

Blackacre) cannot
This right, moreover, becaus
itors of Debtor." To the extent tha
o regain possession ol Blackacre, over Lessee’s objection, by rejecting
the lease in bankruptcy. Section 365(h) pm\-‘idm for this result, but it
should not depend on finding a special safe-harbor in the Bankruptey
Code. For example, if Debtor Jeases not Blackacre, but Green Machine—
an item of personal property—to Le
provides for the same result in the case of an atempted breach ol the
lease by Debtor (that Lessce has the right to« ontinue in possession), and
if this result is also effective against creditors of Debtor (as is probably
the case when Lessee is in po.«svssinn). section 365 should not be con-
strued to provide a different result on rejection in bankruptcey.

The point of this dis ussion is twofold. First, in most cases the power
1o reject in section 363 should be
obvious: that contracts can be breached, converting the other party mnto
the holder of a damage claim (which may or may not be secured). Second.
the nonbankruptey limitatior
ognized. Many nonbankruptey
contract, take on a life of their own once created and become effective
also against others (such as creditors)
iing in bankruptey’s collectivization

e it is possessory, is effective against cred-
( this is so, Debtor should not be able

ssee, as long as nonbankruptey law

viewed as no more than stating the

15 of the power Lo reject must also be rec-
rights, although created pursuant to 4

not only against the debtor but
claiming through the debtor. Notl
principle calls for a different allocative outcome in bankruptey.

Many of the most troublesome problems created by automatic appli-
cation of the ability to reject contracts in bankruptcy could have been
avoided had this simple relation between bankruptey law and nonbank-
ruptey attributes been kept in mind. For example, consider a license
agreement where Debtor is the licensor, having licensed Manufacturer
with the exclusive right to use a computer chip technology upon payment
of an imitial license fee of $100,000, and thereatter at the rate of ten
cents per chip used. This is probably an executory contract, hecause both
Debtor and Manufacturer have continuing duties to the other.™ But

10, A lease is partly the conveyance ol an estate, which is deemed fully executed once
the tenant takes possession. 'l heretore the weight of anthority is that the conveyvance aspedt
ol a lease may not ordinarily be unilaterally distu bed by debtor landlord on his trustee.”
In ve Minges, 602 F.2d 38, 41 (2d Cir. 1979). '

1. CE McCannon v, Marston, 679 F.2d, 13 (3d Cir. 1982).

].2' F_\1;111||!.‘u'1|11'1:1' has the obligation to pay ten cents a chip: Debror has Gar least) the
li'.lllghllll_lll not o license the technology 1o anyone else. See, ¢, Lubrzol I!l('!'ii{l'ln.i‘\ v
I<|1I||Inn||(| Metal Finishers, 756 F.2d 1043 (4th Cir. 1985), cert. denied, 106G S.Cr, 1285
(LOB6): frre Petur US.AL Instrument Co., 35 Bankr, 5061 (Bankr. W.D. Wash, ]‘.}Hfﬁl:ll i
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rrespectve of its characterization, there is no reason to think that Debtor,
m bankruptey, should be able 1o reject the license agreement (as it would
do il it wanted 1o license the technology to someone else or take advan-
tage of a successful implementation of the technology by relicensing
Manulacturer at a higher rate). No such outcome could occur outside
of bankruptey, as Manufacturer would have the right 1o enjoin Debtor
from breaching the license agreement, Declaring the contract 1o be ex-
ceutory (instead of, say, an outright sale of the technology) should not
create adifferent bankruptey result because of the unthinking appli-
cation of a right of rejection written into section 365, This 1s the kind
ol nonbankrupicy specific performance right that seems effective not
only against Debtor but also against those that claim through Debtor, be
they creditors, lien ereditors, on purchasers. Accordingly, an examination
of relative values suggests that rejection should not be permitted in
bankruptey,

Application of this point would have suggested a different outcome
i the Supreme Court’s decision in National Labor Relations Board v. Bil-
disco & Bildisco," a case that dealt with whether collective bargaining
agreements could be rejected in bankruptey. At least as a normative
matter™ collective bargaining agreements may call for substantially dif-
ferent treatment in bankruptey than do ordinary executory contracts
because, on analysis, the value ol the right provided employees by the
National Labor Relations Act vis-i-vis other claimants may be much
closer 1o that of an entity holding a full-fledged property (and priority)
right. 11 so, there may be little point to an attempt to disregard the right.
because the relative value of the right, properly understood. is tar greater
thin that of an unsecured creditor. Rejection ol the labor contract and
treating the resulting claim as unsecured may respect neither the right
nor s relative value,

Federal Tabor law determines when a new employer is bound by the
terms of a collective bargaining agrecment ol the old employer.” Under

fuore Rovine Corp., 6 Bankr, 661 (Banky, WL Penne 1980) (franchise agreement with
tovenan! nol (o compelte),

13, 460 1.8, 513 (1984),

I Section St

v may have carvied with o so much baggage ar than time tha perhaps the
Landt was Congress's for not spectiying distinctions. (Fhis is more likely the case tollowing
Congress's enacument of §1113 in 1984, Although it conceivably could be construed as a
tule designed 1o sunplity, but mivvor, nonbankrupreey NLRB vules, i is unlikely that such
A rationale motvated the section.y The novmative point s the same: theve s no reason o
gt a debtor o new substantive POWET OVED CXCCTLOTY COntracts.

15 Natnional Labor Relations Act 888060000, Siel), 29 UL.S.C §1586005). () (1975); see
NACRBO v Bildiseo & Bildisco, 465 LS. 515 (1984 (“the priwtical eftect of the enforce-
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the policies of the National Labor Relations Board, if a company that
purchases the assets of another company bears few of the ownership or
managerial attributes of the company whose assets were purchased, it is
freed of the collective bargaining agreements of the purchased com-
pany.'® Apart from this, however, the labor union has a right of specific
performance with respect to the collective bargaining agreement. There
is good reason to believe that the reasons for holding collective bargain-
ing agreements enforceable against successor corporations so long as
their assets are not splintered up or sold to a new entity are quite different
from those at work in the context of an ordinary contract. The function
of the labor law rule seems directed at preferring the protected group of
union members by giving them a set of nonwaivable precedural rights
effective both against the debtor and its other claimants.'” In this context
the workers™ right to enforce a collective bargaining agreement excepl
in cases of either a piecemeal liquidation or the sale of the business to
a substantially new group of owners appears to take the form of a non-
bankruptcy property (and priority) right.

If the analysis rightly captures the relevant considerations of non-
bankruptcy law and policy, then bankruptcy law should mirror the rights
established by labor law by enforcing them as they exist or by respecting
their relative value. This would mean that the collective bargaining
agreement could be rejected in a liquidation of the debtor, because
permitting rejection in that context mirrors the nonbankruptey attributes
of labor law policy. But in a reorganization of the debtor the best non-
bankruptcy analogue seems to be the continuation of the debtor, with
new owners. To the extent that federal labor law does not permit dis-
affirmance of collective bargaining agreements in that context, there is

ment action would be to require adherence to the terms of the collective bargaining
agreement”); N.L.R.B. v. Lion Oil Co,, 352 U.S, 282, 285 (1956).

16. See Howard Johnson Co, v. Detroit Local Joint Executive Board, 417 U.S. 249
(1974); N.L.R.B. v. Burns International Services, Inc,, 406 U.S, 272, 251-91 (1972); Note,
“The Bargaining Obligations of Successor Employers,” 88 Harv. 1. Rew. 7549 (18975),

17. See, e.g., Allied Chemical Workers v. Pittsburgh Plate Glass Go., 404 ULS. 157 (197 1);
John Wiley & Sons, Inc. v. Livingston, 376 1.S. 543, 550 (1964); United Steelworkers v.
Warrier & Gulf Navigation Co,, 363 U.S. 574, 57880 (1960); N.L.R.B. v. American Nat'l
Insurance Co., 343 U.S. 395 (1951). This may be in contrast to damage claims (such as
back pay awards) as distinct from bargaining rights, cf. Nathanson v. N.LR.B., 344 U5,
25, 28-29 (1952) (“'I'he policy of the National Labor Relations Act is fully served by
recognizing the claim for back pay as one 1o be paid from the estate”). Thus, the issue is
one ot recognizing applicable nonbankruptey analogies, not, as i1s commonly perceived,
one of “balancing” labor law policy with bankruptey law, The balancing approach contin-
ues, however, to dominate analysis. See, e.g., George, “Collective Bargaining m Chapter
L1 and Beyond,” 95 Vale L.J. 300 (1985).
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no reason to think that creditors (the new owners) should have that right
in bankruptey.

Other creditors consequently have an incentive to force the bzlnkfll.]?r
entity into a piecemeal liquidation. This risk, however, does not justify
(1isl‘cgm‘cling the relative value of the right because recognizing it does
not make the situation worse in bankruptey. Labor law is part of the. warp
and woof of the fabric that exists independently of bankruptcy. Its ex-
istence may make things worse for creditors as a group by requiring the
actual consent of one [.)itl'lil;'l_ll'cil' group in order to override the l‘igh!.“I
but its existence does not make things worse for creditors in a collective
proceeding than outside it. There is, accordingly, no bankruptcy law
policy to “balance” with labor law policy.

In all case there is no normative reason to apply the concept of re-
Jjection beyond its nonbankruptey channels, where it is used to equalize
the status of those claimants who outside of bankruptcy were equals.
When it is used to substantively rearrange entitlements by equalizing
those who are not nonbankruptey equals, it is used improperly.

The General Rule and a Critique of Section 365(c) and ()

I'he importance of understanding the nature of executory contracts 18
broader than the topic of rejection. Recognizing that all executory con-

I8, Included in this attempt to mirror atributes is a determination whether the entity
emerging out of bankruptey satisties the “new entity” tests of labor law described previously.
That question demands that one assess the quantum of managerial and ownership changes
that occurred in the bankruptey process. See Blazer Industrics, Inc, 236 N.L.R.B. 103,
L0910 (1978). This translation problem raises factual problems in the reorganization
vontext (e.g., 1s the change m ownership substantial enough?), and it may engender some
uncertainty inapplication if the issue arises before conlirmation of a plan of reorganization.
The relevant point, however, is that this is a factual question, not one of independent
bankruptey policy, where the distributional question is tied to the deployment question.
Unlike with most cases, where the two inquiries should be kept distinet, here the skewing
m the choice of deployment is a result of a nonbankruptey tie between the two questions.

19. In theory, labor can be bought oft by reallocating some of the going-concern value
from the other creditors. Cf Coase, “The Problem of Social Costs,” 3 |} daw & Econ. |
(1960); Brief for the National Labor Relations Board in N.L.R.B. v. Bildisco & Bildisco,
at 23 (it collective bargaining agreements are not set aside in bankruptey, nnions have
anoanterest in agrecing o the modihication of burdensome contract terms to prevent
employers from going out of business, thereby preserving jobs tor their members”). Real-
istically, the bargain may be unobtainable because of the number of parties involved or
because the costs o the union of agreeing to a “lesser” bargaining agreement (e.g.. the
effect any such agreement may have on other collective bargaining agreements with other
cmployers) may be greater than any associated benefit w this particular employer,
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tracts raise the same type ol inquiries as of her elaims or property cases—
having mixed attributes ol both assets and liabilities, subject to the
special feature that the asset is coupled to the liability —has a number
of implications for the proper shape and direction of the Bankruptcy
Code. Some of these implications can be clarified by looking at executonr
contracts in the three contexts in which we examined liabilities in Chapter
2 and assets in Chapter 4. First, what should be the presumptive rule in
bankruptcy for executory contracts not yel in default? Second, what
should occur in bankruptey in the case of a prebankruptey defaultz
‘Third, what effect should be given to contractual ipso facto clauses? Not
surprisingly, answers to these questions spring naturally from the an-
swers associated with assets and liabilities and provide a basis for critical
inquiry into section 365 special rules.

We have already seen that the general rules for treating
liabilities in bankruptey are derived from a recognition of the attributes
In the case of a liquidating cor-

assets and

of the closest nonbankruptcy analogue.
porate debtor, for example, the best analogy was that of a dissolving
aw. Since a dissolving debtor ceases 1o eXIsl,

corporation under state |
_In the case ol labilities,

there are several nonbankruptey consequences
where the general contract rule is that there can be no delegation of
is also a divesting of duties, the dissolution ac-

performance if there
ly constitute a default and acceleration ol

cordingly would presumptive
the lLiability. 'T'he discussion of assets followed the same approac hi:in the

case of an asset that could be used by the debtor but not assigned (such

rights),”" the debtor’s dissolution would mean that the

as FAA landing
al-

asset had no value to the debtor's general creditors. Accordingly,
though such an asset would properly be characterized as property of
the estate, its nonbankruptey attributes would give it 2 zero value in a
bankruptey liquidation.

The same analysis should be used o examine executory contracts.
Because, definitionally, the debtor had an unperfomed obligation, the
contractual bar on divestment of duties would ;:1‘L-.-<'Iuric delegation ol
performance coupled with a divestment of duties. Accordingly, lor a
debtor liquidating in bankruptey, unless the nonbankrupt party con-
sented to an assignment, or unless the debtor could pertorm its obligation
before liquidating, its executory contracts should be viewed as breached
(anticipatorily) by the debtor, giving rise 1o a loss of the assoctated asset
and the obligation o pay for it. What remains, ol course, may be a claim

90, See Tiore Branilf, 7000 F.2d 935 (5th Cir. 1983) for a discussion ol the attribiutes ol

FAA landing rights.
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for damages by the nonbankrupt party, ilit has suffered damages. Like
other habilities, this damage claim would be unsecured, unless the non-
bankrupt party had protecied itselt with a security interest or the state
had protected it with a form ol statutory lien (or the like).

This result flows from the siructure of assets and liabilities in bank-
ruptey. As a result of the failure to understand the asset and liubility in
cach executory contract, however, the current Bankruptey Code has
moved inoa substantially different direction. A liquidating debtor can
assume most executory contracts. Any contract it can assume, mMoreover,
can be assigned pursuant o section 365(H). A debtor would c'in this,
presumably, when its executory contract was Favorable from s I|Jt‘l‘—
spective. For example, Debtor might have a lease of office space from
Lessor with five vears to run at $20,000 (present value) a year. It the
market rate lor such leases is now $25,000 (present value) a year, Debtor's
lease is anet asset (netting out the present vialue of the asset— 1512:")‘{)(]{1—_
and the $100,000 liability) of $25,000. 1t Debtor breaches this lease, 1t
gets nothing (no asset, but no damage claim ecither); Lessor gets the
opportunity to re-let the space and thereby make $25,000 more. 1 Debtor,
however, could assign this lease, it could obtain $25,000 for its unsecured
crediors,

Apparently on the view that unsecured creditors get more if executory
contracts can be assigned,” section 365 permits their assignment. 1his
approach, however, ignores the principle of reflecting I'il}IIllil]ll\'l'll[_lh'\'
attributes inoa collective regime. 'T'o use onr example as an illustration,
the fact that Debtor cannot use its lease (hecause it is liquidating) and
cannot assign it under applicable nonbankruptey law means, 1o be sure,
that Lessor and not Debior’s general creditors gets the “extra” S25.000).2
The question of relative ordering of claimants, however, because it is a
distributional question and not a deployment question, is not a bhank-
ruptey issue. Nothing in the collectivization norm calls for reallocating
values in bankruptey or giving any special hreaks (other than those that

21 Sees e, Silverstein, “Rejecnion ol Excoutory Contracts i Bankroaprey and Reor-
Pt 3 L5 Chi L Bevs 46T, 08 (T964) {executory contirael section rlrﬁi;;m'd 1o free
the “estare 10 pav a larger dividend to general creditons™: Fogel, “Excourory Contracts
anel Tnexpived Leases in the Bankruptey Code” 64 Mo, £ Revs 341, 3489 (1980)

220 Sometmes, as with the contracs with Supplier for pairs of pants, even o higuidating
Debror could gain the advantages of a lavorable contract by renvaining in operation long
cootgh 1o pay for the pants and then veselling them o o thard party, Tnosuch o case
assumption should be possible, even though Debior s liguidating, becanse Debror is able
tocomplete the conteact, Again, the ability vel non 1o assume comes From an exanination
ot nonbankrapiey ativibures, not per se trom the use of bankraproy ora decision o liguidane
i Lankenpey.
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follow from collectivization itself) to general creditors in bankruptey.
Section 365(1) is not only incompatible with normal bankruptey prin-
ciples but also inconsistent with the treatment of liabilities in bankruptey.
To see why, recall that an unaccelerated below-market loan is also an
asset from the debtor’s perspective. It a debtor could sell an asset with
such a loan, the asset could fetch more than if the asset were being sold
without the below-market financing. Yet loans are accelerated in a bank-
ruptey liquidation (although not necessarily in a reorganization), pre-
cluding this option. Recognizing an executory contract as nothing more
than an associated asset and liability reveals the inconsistency of per-
mitting a liquidating debtor to assign below-market executory contracts.”
The rule of section 365(f) suffers from one more defect. It strikes
down antiassignment clauses, instead requiring the assignee to give ad-
equate assurance of future performance. These provisions require one
to determine whether something is effectively an antiassignment clause
(in which case it is ignored) or is effectively a term of the contract (in
which case it must be adhered to). The problem is that no such line can
be drawn with precision.*® An antiassignment clause—such as “A cannot
assign his obligation to deliver wheat to me”—can be redrafted, with
considerable accuracy, to become a term of the contract—"A personally
must deliver to me wheat A has grown on A’s farm, located in Blackacre,
Kansas.” These issues could be largely avoided, if section 365 recognized
that the source of attributes should be nonbankruptey law, not special

bankruptcy policy.

T'o this point the focus has been on the proper treatment of executory
contracts in the case of a liquidating debtor. What, however, of the case
of a debtor that is reorganizing? Again, the previous discussion of assets
and liabilities in bankruptcy can be drawn on. It seems presumptively
proper to treat a reorganizing debtor as undergoing a transformation
equivalent to a change of ownership of the debtor outside of bankruptey.

23, For a numerical example showing the similarvity of the loan and the executory
contract, see Jackson, “Bankruptey, Non-Bankruptey Entitlements, and the Creditors’
Bargain," U1 Yale L_f. 857, B83—85 (1982). In this respect the proposal ol the Commission
on Bankruptey Laws was more consistent with bankrupicy principles. See Report of the
Commission on Bankruptey Laws of the United States, HLR. Doc, 137, 93rd Cong., Ist
Sess., pto at 198 (1973) (“In a liquidation situation . . . the right of the nondebtor party
to choose to deal only with the debtor, as provided by an anti-assignment or similan
contractual clause, should be preserved™),

24, See, e.g., Inore UL, Radio Corp., 19 Bankr. 537 (Bankr. S.D.N.Y. 1982) (clause
restricting use 1o an “electronics store” is disregarded so lease could be assigned 10

restaurant),
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It contract o deliver 1,000 pairs of pants 10 Debtor would survive a
nonbankruptey change of ownership of Debtor, it should be a contract
that Debtor—or more precisely, its creditors—can use (or breach) in
bankruptey as well. It is in this context that the power of assumption
makes the most sense.

I'his, however, is a right of a 1'L'.c>t'g;-111i;f,ing debtor to use executory
contracts whose net value is positive, and it derives from nonbankruptey
attributes. Similarly, our previous discussion ol assignments ol executory
contracts can be reanalyzed in the case of a reorganizing debtor against
relevant m1|11):mkru;;|r_’}= attributes, because if the reorganizing debtor
has no use for the executory contract, nonbankruptey attributes still
govern assignment of it to a third party. Since the debtor, in a reorgan-
Ization, remains in existence, it is possible to delegate duties without the
debtor divesting itself of responsibilities. In these cases assumpt ion and
assignment are proper, but only to the extent permitted by nonbank-
ruptey law: if the contract contains an antiassignment clause that is ef-
fective under nonbankruptey law, it is wrong 10 ignore it in bankrupicy,
as section 365(1) does. Analysis of antiassignment clauses should spring
from nonbankruptey attributes.

The failure of the drafters of section 365 to appreciate the limited
normative role ol bankruptey policy has led to a curious failure to dif-
ferentiate between assumption and assignment. Section 365(¢) and (1)
prohibit the assumption or assignment ol executory contracts where
“applicable law excuses a party, other than the debtor . . . from accepting
performance from or rendering performance to an entity other than
the debtor or the debtor in possession or an assignee of such contract
or lease,” including explicitly contracts to make loans or to extend fi-
nancial accommodations. This (once one resolves some linguistic ambi-
guities created by the 1984 amendments?) precludes assumption where
“applicable law™ prohibits assignment. This line is drawn at the wrong
place. In the case of personal service contracts and the like—where
applicable law prohibits assignment without consent—the point of the
restriction is 1o ensure that the nonbankrupt party gets performance

25 The addition of the language “or an assignee,” i read lierally, may render the
cntive section superfluous; it apparently should be vead 1o mean a consernsual assignee. 'The
addition of “or the debtor in possession” does not seem 1o cure the problem adds

essed in
text. This section still would seem 1o prohibit assumption by the trastee or debior in
possession when applicable law refuses nonconsensual assignment o an entity other than
the debtor or debror in possession. Whether this garbled drafting will be used 1o reach
the result that ASSUINPLon is proper but assignment is notis an open question.
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from precisely who it contracted with.20 If Placido Domingo contracts to
sing the role of Don Jose in “Carmen” at the Met, he cannot assigi the

contract to (say) me.

This, however, should not prevent a reorganizing debtor from assum-
ing a contract, if applicable nonbankruptcy law does not treat a change
in the ownership of the debtor as an assignment. Consider the case of
FAA landing rights (as if they were executory contracts). In this case
“applicable law™ prohibits assignment. Yet if an airline is reorganizing
in bankruptcy, the relevant nonbankruptcy question should be whether
the FAA landing rights survive a change of ownership. Section :'“?.‘HJ(IL').
however, operates as a bar because that nonbankruptcy question 1s 15-
nored. With personal service contracts (and the like) the line should be

drawn at assignment, not necessarily at assumption.
g

Assumption Following Default and Ipso Facto Clauses
An examination of executory contracts in light of the remaining two
questions—should executory contracts be assumable irrespective of de-
fault and should ipso facto clauses be 1'('5p('(tlul——{':m NOW pre weed quin'k!}'.
No new twists are introduced by executory contracts in these contexts:
the same analysis used in discussing assets and NHabilities can be under-

taken,

Consider the case of a prebankruptcy default. Section 365(b) permits
assumption notwithstanding defaults as long as the defaults are cured
or promptly will be cured. As we have seen, however, such a cure powel
sweeps too broadly because it is unrelated to the reasons for bankruptey
itself. A debtor who loses a valuable executory contract outside of bank-
ruptey because of a default pr(rsumpliw*f}-' should [are no better in bank-
ruptcy either. The two exceptions to this occur when the debtor defaults
cither to favor the nonbankrupt party (by returning a valuable asset to
it and allowing the party to remove itself from an impending collective
proceeding) or because the debtor knows it is insolvent and simply no
longer cares what happens to its asscts. ‘The first problem is properly
analyzed (as the current Bankruptey Code does not) as a species ol
preference law. The case of debtor passivity raises the same sorts of
questions. ‘These issues will be discussed in the next chapter. In these
instances a limited reach-back rule may be proper. Even then section

365(b), which is unlimited in time, sweeps oo broadly.

26. See, e, Restatement (Second) of Contracts B9 18, comment ¢ (1981).
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As foripso facto clauses, we have seen that a presumptive rule barring
their effectiveness may be justified for both assets and labilities. Since
an exccutory contract is best thought of as a mixed asset and liability,
nothing, accordingly, should change. But it is important to note that, in
the context of bankruptey as a device to ameliorate a common pool
problem, the effect of refusing to recognize ipso facto clauses would be
far smaller than i the world of section 365. Substantial nonbankruptey
restrictions, which section 365 tosses aside in an unprincipled manner,
should continue to operate. Under such a regime a liquidating debtor,
for example, could not effectively assume many executory contracts nor
(unless permitted by the contract) could it assign them because of ap-
plication of the nonbankruptcy norm of no divestment of duties. A
reorganizing debtor, moreover, could assume executory contracts, but
antiassignment clauses, either in the contract itself or in applicable law,
would continue to be recognized. Thus, nonrecognition of ipso facto
clauses in bankruptey would have a substantially smaller effect than

currently 1s the case.

A Concluding Note on Section 365

Section 365, as we have seen, is substantially flawed when examined
from the perspective of bankruptcy law as a debt-collection device. s
flaws stem from a failure to perceive the derivative nature of executory
contracts from ordinary assets and liabilities, and consequently it dis-
regards nonbankruptey rights so as to benefit general creditors (and,
correspondingly, harm some other claimant, usually the party on the
other side of the contract). These changes are unfortunate in themselves,
but equally unfortunate is the invitation such an inappropriate substan-
tive rule extends for the manipulation of other concepts so as to similarly
Favor general creditors.,

Consider, for example, In re Booth.?” In Booth the court was taced with
the question of whether a debtor, who was a vendee under a contract
for deed, had an executory contract. The essential teature of a contract
for deed is that the vendor retains title until the time the vendee has
fully paid for the land. It sounds executory, under Countryman’s test:
vendee still has to pay and vendor still has to dehver title.” Whether
executory or not, when the issue is rejection, the characterization should

27,19 Bankr, 53 (Bankr, D). Uah 1982).
28, See Inore Alexander, 670 F.2d 885 (9th Cir. 1982).
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not matter. Outside of bankruptcy, if vendee defaults, the characteri-
zation of title retention by the vendor suggest that the vendor gets the
property back, and that would be true ever if the land was worth mor¢
than the contract price of (say) $100,000. Re nkruptcy, even
under section 365, carries the same consequences.

. In many states land is sold through a somewhat diffe
title passes at the time of possession by the vendee, but the venc
a HL»‘.('lll‘ily' interest in the land to secure payment of the purch:
T'his kind of transaction is not executory under Countryman’s test,
cause the vendor has no further obligations. Again, when the issue is
QHe of rejection, it does not matter whether section 365 applies. Outside
of bankruptcy, if the vendee defaults, the vendor can foreclose on the
land. But if the land is worth more than the purchase price of $100,000,
th‘f ‘V(‘-mlcc (in theory at least) gets to keep the excess.

hus, when the issue is one of rejection, whether the bankruptcy
characterization of the deal is as an executory contract or not should
not matter because here section 365 acts in conformity with the g"”t\""ll
treatment of assets and liabilities in bankruptcy. Because of their dif-
ferent nonbankruptcy characteristics, however, the bankruptcy treat
ment of the two cases should be different upon rejection. In the case of
4 contract for deed, the vendor gets the property back. If it is worth
$150,000 instead of $100,000, vendor, not vendee’s creditors, gets that
extra value.? In the case of the secured sale, however, the vendor has

a f‘tf(illrtf(l claim for the purchase price of $100,000. Although the value
of that is recognized in bankruptcy, vendee's creditors, not vendor, get
the “extra” $50,000.
[m::}]::]kg:;ts lh( ﬂ?ﬁl):(l{){l.. in o_tht:r words, seems to be a {Iuint{rssvn[iail
5 o Il‘[{l(-)_(]IS[II‘II)lil‘lt‘J:'lll.] issue that bankrt_l‘])[(:y' lf-m-' Hh()lll(! respect
l“lwévét‘ :; u: .s;ecl:fm..%h.l itsell wtﬂ)tl](l n(‘).t fiifecl. I'he [-n‘;m in Booth.
‘—'"(?dilor;u, ;((]:}:(t _'l‘}‘lldai n .w;)l_.ll.(.l ht:" l:t[l “.nl ‘{;(;l“ II]'IC d_{'l:_im' s unsecured
the excess Wt};ll(; I]l(:c.r:;;II::.\:[[:_:J:I.(LIl|lllr:::c('t(1,;e((lt:‘1“( -‘rld S'{.‘r““ - 5"'}“7‘ I-]C(-;“IH#
It reached that t‘{')ncluui(m .Il / :(;t'.in-r secl '.0 | %tf(rl ""\5:“"‘“'(0! - \ﬂ".(l{.”.
assumptios o ,»c:t.t.“m; 01-1“} .[ \1.’:‘,:“ i.ll, n ! 1.)1 ‘f.s“c.m ‘{r.Idc-x to \r\-l.]t‘ll
of Wibitii. & E(m”__]'i.';..[. i.s i :. .Iullt“L'(_.m ql’ _J.(.ntf' »Il t ‘u. f-.!l-,‘t(ll(. q;m’d therefore
- gl‘e:alt-i“ol;, i u{.lu o1 y.‘ ge. l”f L.- t u._' g‘t.ll(‘.l“ll { 1}:([11(:1‘5 \‘\’(Jl.lld
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form, demands equality of treatment among creditors, and loathes a
forfeiture.”

Although this recharacterization is popular,* it has nothing to do with
the effect ol using section 365 when the issue is one of rejection. Booth
was not simply applying a different bankruptcy label and then using
special powers of section 365, but rather it was substantively recharac-
terizing the underlying property right from a conwract for deed o a
secured sale. It was this change in the underlying substantive attributes
of the transaction, not the use of section 365, that gained the surplus
for the debtor's general creditors. That the Booth court viewed section
365 as the justification for a property recharacterization and that many
other judges concur suggest how far that section has strayed from bank-
ruptey’s normative underpinnings as a collective debt-collection device
and how it invites others to stray with it.

S1019 Bankr., at 58,

32, 5ce, e, Inore Adolphsen, 38 Bankr, 780 (D, Minm. 1983); In re Gladding Corp.,
22 Bankr. 632 (Bankr. D. Mass, 1982). Not all courts agree: see, e.g., Shaw v. Dawson, 48
Bankr. 857 (D.N.M. 1985); fn re Britton, 43 Bankr, 605 (Bankr. E.D. Mich. 1984),



